C H A P T E R 4 UK TAXATION OF EQUITY DERIVATIVES AND STRUCTURED PRODUCTS

OVERVIEW OF RELEVANT PARTS OF THE UK TAX SYSTEM
The outline details below obviously do not provide a comprehensive guide to the UK tax system. Their goal is to provide a context for the detailed discussion which follows. The law is stated as at 31 July 2002.
Basic principles
Like the USA and Australia, the UK tax system distinguishes between ordinary income/losses and capital gains/losses. The fundamental tests for deciding whether a receipt gives rise to a capital gain or ordinary income are similar in all three countries, since they are rooted in common law principles. Of course the UK, like Australia and the USA, then overlays specific statutory rules.
Ordinary income itself is then subdivided into a number of Schedules, with some of the Schedules themselves divided into Cases. While all income is aggregated to determine the rate of tax applicable, losses are subject to complex rules governing what categories of income they can be offset against. Individuals, trusts and estates are then charged with income tax on their ordinary income, and capital gains tax on their capital gains. UK resident comp-anies and non-UK resident companies which trade in the UK through a branch or agency (a 'permanent establishment' in tax treaty language) are charged with corporation tax on their ordinary income and their capital gains. Henceforth, for simplicity, these two categories of taxpayers will simply be referred to as 'individuals' and 'companies'.
The basic rules for computing ordinary income and capital gains are the same for individuals and companies, except where statute law specifies otherwise.
Development of the law in the UK
A few specific statutory provisions have been enacted which impact upon individuals' transactions in equity derivatives. These are discussed below. Otherwise, one is thrown back upon general tax principles to decide whether a transaction receives capital gains or ordinary income treatment, and if ordinary income, whether it is 'trading income' (taxed under Schedule D Case 1) or 'other income' (taxed under Schedule D Case 6).
The position was the same for companies until the Finance Act (hereafter abbreviated to FA) 1994, which enacted a comprehensive code for interest rate and currency derivatives (only). The FA 2002 has just replaced the FA 1994 code and applies to all derivatives, subject to certain exclusions. One of the exclusions is equity derivatives, so the boundaries of the FA 2002 code need analysis. When equity derivatives fall outside the FA 2002 code, companies are subject to broadly the same rules as individuals in deciding between capital gains and ordinary income.
Bifurcation
While there have been developments in case law over the past 25 years, in essence the UK tax system proceeds by determining the legal form of a transaction, and then taxing that legal form. The alternative approach of seeking the (economic) substance and then taxing by reference to that economic substance has been rejected by the courts on innumerable occasions. Accordingly, there is no general concept of bifurcation, whereby a single instrument can be decomposed into its economic parts, with those parts being taxed separately. Instead, one proceeds by analysing the legal form of the instrument to determine the legal rights and duties of the parties. If one has a loan, it is taxed as a loan even if it has equity characteristics, such as convertible debt. There are specific statutory provisions which apply in certain cases (for example the treatment of convertible debt in FA 1996 s.92) but such provisions only apply to their own precisely defined subject matter.
